seem that economy-wide narrow banking implies a similar view of credit.
In order to understand the criticism of the credit mechanism, it is necessary to analyze money from the point of view of the maturity structure of assets and liabilities. The purpose of this paper is to set forth Allais's analysis of the credit mechanism and evaluate his proposal for reform.
The Credit Mechanism
The credit mechanism must be understood within its historical context. There are two crucial steps in the development of the credit mechanism: the bank loans funds not owned by the bank and the bank loans money it does not hold [Allais 1984: 494- The essence of banking is that banks borrow short and lend long. The argument in favor of banks engaging in this activity ia that due to asymmetric information, depositors do not have the knowledge which bankers have an incentive to know. The bankers monitor the loans for the depositors. If they do not do this, then, in the absence of deposit insurance, depositors will withdraw their funds. Though these arguments may be valid, Allais points out that the situation is potentially unstable. It is unstable precisely because a banker who makes a 15 year loan when his deposit maturity is 3 years, must continually renew the deposits. The banker may be successful in doing this in which case real savings are mobilized to finance the loan.
Allais also points out that banks are never in a position of having all of their loans paid off--they continually make loans. In doing so, the problem which arises is that an individual who receives a loan considers that he holds money balances, while at least part of these loaned money balances are considered money balances by the depositor. Henry Simons said of this problem:
There is likely to be extreme economic instability under any financial system where the same funds are made to serve at once as investment funds for industrv and trade and as the liquid cash reserves of individuals. Our financial structure has been built largely on the illusion that funds can at the same time be both available and invested--and this observation applies to our savings banks (and in lesser degree to many other financial institutions) as well as commercial, demanddeposit banking. [Simons 1948: 3201 
X(t), = [ 1 -p *(t,?)] P '(t,t)
For time deposits, the degree of substitutability, o * , is less than unity and as the transition is made from demand deposits to time deposits maturing at successively later dates, the ratioo * declines to zero.
Correspondingly, the coefficient of money creation, for an infinitely renewed loan, is o *WV -CC *(t,e) for a time deposit renewable at date 6 [Allais 1984: 5051. The total amount of money created by the credit mechanism is thus
t)] 9 *(t,t) + I," [a*(t,e) -p*(t,e)] -p *(t,ejde
The total money supply should thus be defined as currency, demand deposits, and a portion of time deposits that are considered as substitutes for basic money (cash). Thus
This could also be expanded to include other assets which may be viewed to some degree as is that the present value of a perpetual flow of interest on one unit is equal to one unit whatever the level of future interest rates [Allais 1984: 5191. Reserves must also be taken into account. The volume of demand deposits AD thus yields a profit to the bank equal to the interest earned on the sums lent corresponding to the creation of ex nihilo of money (1 -p)AD. For a perpetually renewed demand deposit of unity, the capitalized value of the interest yield on the indefinitely renewed loans it permits is 1 -p [see Allais 1984: 5191.
The total purchasing power created for total demand deposits is (1 -u)D which is equal to total deposits less the value of reserves held as coverage for demand deposits. Thus the creation of purchasing power is equal to the creation of money. A similar argument would hold for time deposits.
2. Irving Fisher thought that the 100% reserves should be in cash--non-interest bearing government liabilities. Later Chicago economists, such as Friedman [1960] , proposed that government securities be counted as reserves. If one considered government securities as non-money, then there could be a difference between the monetary base and M-l. Allais avoids this problem by his definition of the money supply which takes into account the substitutability of assets for basic money.
